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Many Latin American governments have introduced debt-equity swap programs to attract foreign
investment while simultaneously reducing dollar-denominated debt principal. Between 1986 and
year-end 1989, Chile reduced its dollar debt by $8.9 billion via debt swap program. Mexico plans
to convert $3.5 billion of debt into equity over the next three years as part of a recent agreement
with commercial bank creditors. According to the Washington-based Institute for International
Finance, the 10 largest Latin American economies converted $3.75 billion in debt in 1989, down from
a peak $5 billion in 1988. Two major critiques of the debt-swap "solution" are that they provide a
big subsidy to companies who would probably have invested in a given country anyway, and that
the programs can be inflationary. Companies interested in swapping debt for equity in a local firm
purchase dollar debt of the country in question in the secondary market at large discounts on face
value. The debt is then sold to the debtor nation's central bank at close to full face value in terms
of the domestic currency. Felipe Larrain, visiting Economics Professor at Harvard University, said:
"There is a lot of pressure from the banks to keep [debt swaps] up. But these [debtor] countries
are in no position to grant subsidies for investment." The swaps lead to creation of domestic debt
since governments offering them must issue securities in domestic financial markets to raise the
necessary money. The alternative is inflation, or printing money. (Basic data from Reuter, Swaps,
which are handled by central banks, frequently lack transparency and can encourage corruption.
In the most extreme cases, investors can engage in "round-tripping" by taking their subsidy and
running. Most governments with swap programs now forbid profit repatriation for a number of
years by companies which use them. (Basic data from Reuter, 03/19/90)
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